Abstract This paper reports evidence that the savings rate of the rich is higher than that of the poor in Brazil, Chile, Costa Rica, Ecuador, Honduras, Mexico, Panama, Paraguay and Peru. On average, the difference between the fifth and fourth income quintile groups is 7 percentage points. No differences between income groups are found in Uruguay and the results for Argentina and Colombia are not robust to estimation alternatives. The key methodological step is to construct a measure of lifetime income. Current income is not a good proxy since it is affected by phases of the life cycle and transitory shocks. We implement a two-stage procedure based on the education level of the household head and the education level of his/her partner. Several robustness exercises are reported for different age groups, inclusion/exclusion of outliers and for a wealth index based on homeownership, home appliances and other household owned assets.
Introduction
The relation between savings rates and lifetime income is more controversial than it might seem at first glance. Since savings and consumption are two sides of the same coin, whether richer people save a higher proportion of their income than their poorer counterparts has welfare and policy implications. Assuming that they do, then, what is the impact of a progressive tax reform on national savings? Alternatively, does a government facing a recession Electronic supplementary material The online version of this article (doi:10.1007/s10888-016-9345-3) contains supplementary material, which is available to authorized users.
Néstor Gandelman gandelman@ort.edu.uy and considering a fiscal stimulus has anything to gain from concentrating on the rich or on the poor? What is the impact of a tax cut on aggregate demand? The savings rate is one minus the average propensity to consume. Therefore, whatever we conclude from the savings rate has direct macroeconomic implications.
While non-economists may be prone to believe that the rich save a higher proportion of their income than that of the poor, economists are more skeptical. First of all, economists are more interested in lifetime income than in current income that is affected by temporary shocks and phases of the life cycle. A permanent policy change (e.g., a tax change) will have effects across different phases of individuals' life cycle. Therefore, it is better to consider lifetime income rather than current income when assessing the overall effect of a policy change.
Second, there are theoretical reasons to think that poorer individuals might actually save a larger share of their income. For instance, if individuals of lower socioeconomic background experience greater financial restrictions, it is rational for them to have larger precautionary savings (see for instance Deaton 1989).
Third, from an empirical point of view, the relation between savings and current income is biased towards finding a positive link. Suppose households are ordered from left to right in increasing income order. If as predicted by theory, people smooth consumption over time, a temporary negative income shock will reduce the current period savings rate and at the same time will move households to the left of the income axis. This will produce a positive correlation between savings rates and income. In a regression of savings on current income, the income shock will appear on both the right and left-hand side, producing a spurious positive correlation. Measurement error in income operates in the same way as temporary shocks since any error in income directly translates into a mismeasure of savings and a move within the left-right income axis.
Several papers have reported descriptive statistics of the association between savings rates and current income (see, for instance Ro et al. 1981 , also for several Latin American countries, the United States and Korea). Most of these papers present a monotonic relation between income deciles and savings rates but, as previously argued, the proper relation between these two concepts cannot be accounted for in purely descriptive exercises.
In this paper, to address the question whether the rich save a higher proportion of their income we implement a two-stage procedure proposed by Dynan et al. (2004) (DSZ onwards) and applied to U.S. data. 1 The first stage is based on a regression of current income on variables associated with permanent income. The predicted values of this estimation are used as a proxy for lifetime income. We report various robustness exercises using the partners' household head education, the household head education, including and excluding outliers, restricting the sample for working age individuals and using a wealth index based on homeownership, home appliances and other assets owned by households. These analyses are performed for 12 Latin American and Caribbean (LAC) countries. The paper's main contribution is on the data homogenization based on micro observations and application of a common methodology to a large set of countries that has rarely been done in this literature (an exception being Kirsanova and Sefton 2007 who work with
